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Preface

At the request of USAID/Eritrea, ateam from Chemonics International visited Eritrea and
prepared this assessment and accompanying thought piece to assist the Mission in the
preparation of its new Integrated Strategic Plan (ISP) for 2003-2008.

The first part of this report is aformal assessment of the Investment Objective 2 (102), the
Enterprise Development 1O, and particularly the Rura Enterprise Investment Partnership (REIP).
The REIP has been an important part of the total 102 and has been seriously handicapped by
effects of the war with Ethiopia and its aftermath, and fraught with problems of staffing, use of
technical assistance, and direction.

The second part of the report is aless formal presentation of ideas and views describing
opportunities for promoting economic growth in post-conflict Eritrea. It suggests an expansion of
the economic growth SO, focusing SO activities on agriculture and particularly on the
agribusiness subsector and food security. It is meant as a contribution, by no means the only one,
to the debate on the direction and content of USAID/Eritrea s development assistance and further
deliberations as the Mission preparesits new |SP.

The team’ s work was conducted over an intense four weeks, including field trips. After receiving
basic documents and undergoing a brief orientation in Chemonics headquarters, the team
traveled to Eritreawhere it met with USAID staff, reviewed additional documents, discussed
progress with arange of implementing partners throughout the program, talked to other donor
and government representatives, and went on field trips. These activities were undertaken
collectively and individually, as appropriate.

The reader is referred to the USAID/Eritrea Integrated Strategic Plan 2003-2008 Concept Paper
for the basic strategic concepts and background.

The visiting team enjoyed excellent support throughout the USAID at al levels. In particular, it
wishes to thank the Director, and the Enterprise Development IO Team Leader, and the
Enterprise Development team and for their availability, cooperation and support.

The team consisted of:

John Lichte Team Leader and Agricultural Economist
Tamara Duggleby Financial Specialist

Warren Becker Private Sector Business Specialist

Harmony O’ Rourke Social Scientist and Field Project Administrator
Kiflemariam Zerom Agricultural and Business Economist

lyob Tesfu Technical Specialist
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Executive Summary

1. Purpose of the Assessment

USAID/Eritreais preparing a new Integrated Strategic Plan (ISP) for the 2003-2008 period. All
three components of the Mission’s portfolio — Health (101), Enterprise Development (102) and
Human Capacity Development (103) — are being revised in the process of preparing the new

| SP. USAID/Eritrea contracted Chemonics International Inc. under the GBTI-1QC to undertake
an assessment of the Enterprise Development (102) program. The purpose of this sector
assessment is two-fold. Thefirst isto conduct an evaluation of the Enterprise Development (102)
program as originally designed and implemented, including continued support to the REU. The
second is to identify and describe the opportunities for promoting economic growth in post-
conflict Eritrea under an expanded SO by focusing on agriculture and rural activities, particularly
the agribusiness subsector.

2. The Rural Enterprise Investment Partnership

The Rural Enterprise Investment Partnership (REIP) program began in 1995 as an unsolicited
proposal from ACDI/VOCA to USAID/Eritrea. This resulted in a cooperative agreement signed
in September 1996, with implementation beginning the following month. The proposal included
a$9.0 million Enterprise Investment Fund (EIF) to be used as aline of credit to the Commercial
Bank of Eritrea (CBER) to promote enterprise development and provide foreign exchange to
rural enterprises requiring imported equipment. The enterprise development activities were
intended to improve competitiveness, generate income and foreign exchange, and create
employment and income diversification opportunities for rural populations.

The program was to be coordinated and managed by an ACDI/VOCA staffed Rural Enterprise
Unit (REU), which was to provide technical assistance as well as undertake subsector studies,
provide market information, and help entrepreneurs make marketing contacts. It also had
responsibility for facilitating the establishment of a business development services (BDS)
program that would train trainers to provide BDS services and training to entrepreneurs,
cooperatives, and producer associations. However, this vision was never implemented. The
investment partnership agreement between USAID and the Government of the State of Eritrea
(GOE), signed one year after ACDI/VOCA began program implementation, revised the approach
and stipulated that the REU and the EIF would be placed under the direct supervision of the
GOE. U.S. government regulations prevented disbursement of funds to a government involved in
hostilities. An aternative disbursement mechanism was devised to allow funds to be disbursed
through ACDI/VOCA to the CBER and the GOE staffed, quasi-public REU. Much of the
program depended on the REU leadership and coordination, but as established it had little
capacity or institutional status and received only limited technical assistance while retaining the
many functions it was originally assigned. This included the functions of a project management
unit, even though it had no power over the CBER except as the de facto secretariat for the REIP
Advisory Board.
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Any assessment of the REIP must recognize that the conditions under which the program was
implemented have been anything but normal. The delay between signing the cooperative
agreement with ACDI/VOCA and the investment partnership agreement with the GOE, and the
eventual incompatibility between the two, disrupted implementation during the first year.
Hostilities with Ethiopia broke out only six months after the bilateral agreement was signed, and
stalled implementation for most of the next three years. The war resulted in: the evacuation of
the ACDI advisor to the CBER,; the closing, damage or destruction of CBER and REU officesin
target areas; and the drafting of CBER'’ s newly trained loan officers and much of the CBER and
REU staff. The war and military mobilization also disrupted most sectors of the economy and
business, making it difficult to find enterprises with viable business plans that might qualify for
loans.

The results of the Ethiopian invasion in mid-2000, particularly the economic disruption due to
the destruction of businesses and economic infrastructure caused USAID to activate the Crisis
Modifier built into its Country Development Strategy. This Crisis Modifier placed $5 million of
the $9 million EIF funds in the Emergency Reconstruction Credit Scheme (ERCS). The rapid
disbursement of this $5 million ERCS program to viable enterprises capable of playing arolein
economic recovery and repaying the credit is probably the major success of the REIP program to
date. The Crisis Modifier also caused a significant portion of the technical assistance funding
intended to benefit the REU to be transferred to other emergency reconstruction activities.

The EIF loan facility was replenished in March 2001 and began disbursing loans in November
2001. Asof July 31, 2002 it had disbursed 18 loans worth $692,286, of which 85 percent went to
agricultural enterprises, and the rest to trade and service or manufacturing. Gash Barka and
Debub offices continued disbursing the more favorable (to the borrower) ERCS loans through
July 2002, so comparisons are difficult. But at that point the EIF had disbursed only about 1/5
the loan volume per month as compared to the ERCS. While both the CBER and the REU suffer
from the loss of personnel to the military, some of the slowness is due to the involvement of both
institutions in vetting the loans.

Key REIP Recommendations

1.  Introduce competition between banks.

2. Useaguarantee fund mechanism to leverage bank liquidity and to induce banks to
assume more risk.

3. Support agricultural credit windows in participating banks.

4.  Eliminate the REU role in preparing loan applications, analyzing credit, and
supervising loans.

5.  Provide business devel opment services that train service providers as intermediaries

and entrepreneurs to prepare business plans that they understand and can implement

(rather than the REU preparing business plans for entrepreneurs).

Make market and marketing information a critical part of subsector studies.

Use qualified expatriate technical assistance to staff the REU, provide training, and

build its capacity to provide business devel opment services and agricultural business

center services.

8. The REU does not have the capacity or institutional status to serve as an effective and
functional Project Management Unit (PMU). The REIP should be reorganized to

No
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provide an effective and functional PMU that can make and enforce implementation
decisions. The Advisory Board should serve the role of a steering committee that
decides broad policy and project direction.

3. Agricultural Subsectors with Opportunities for Economic Growth

To focus resources and achieve maximum impact the Assessment Team recommends that
USAID/Eritrea adopt a subsector (filiere or commodity chain) approach. Experience in other
countries demonstrates that addressing the constraints throughout an entire subsector is more
likely to produce increased product volume and efficiency, resulting in profits for participants,
lower consumer prices and improved competitiveness in export markets. The approach should
also be participatory, allowing stakeholders in the subsector to identify problems and potential
solutions to those constraints. USAID/Eritrea may wish to target subsectors within the
agricultural sector for reasons of effective management and coordination with other donor
programs.

The Assessment Team has identified a number of agricultural subsectors, that appear to provide
opportunities for economic growth and increased food security. Some, such as hides and
fisheries, have interesting export potential; others like poultry and dairy have primarily domestic
potential. Subsectors such as poultry an dairy and fruit and vegetable production have significant
potential for improving household incomes and nutrition, diversifying income and nutrition
sources, and eventually impacting regional or national food security and nutrition. Eritreawould
benefit greatly from increased production of cereal crops and other basic staples to improve food
security. However, semi-arid climatic conditions, lack of dryland farming technologies, and
prices moderated by large-scale commercia and concessional food imports result in conditions
under which it is difficult to consistently produce cereal crops and other basic staples profitably.

While increasing exports may contribute to macroeconomic stability, the short-term export
prospects in the agricultural sector are rather limited, with the exception of fisheries, preserved
(wet blue) hides, lint cotton, and possibly live animals or ornamental horticulture. The
international markets for fruits and vegetables demand high-quality produce supplied on a
reliable schedule. Eritrean horticultural enterprises need to first target and win domestic high-
guality niche markets to gain the experience necessary to become competitive in export markets.

While one of the stated long-term roles of the government is to establish transparency and good
governance in public sector management, there is a common perception that the Peoples Front
for Democracy and Justice (PFDJ) owns numerous companies active in the “private sector.”
Party ownership of companies is not transparent to the public, and entrepreneurs are loath to
invest in any sector where they will face competition from party-owned companies. The fear of
unfair competition from party-owned companies is a strong deterrent to investment in Eritrea, by
foreign and local entrepreneurs as well as member of the diaspora.

Key Agricultural Subsector Recommendations

1. A subsector approach should be adopted by USAID/Eritreato identify where to provide
support and funding for enterprise development activities. The impacts on the domestic

SUMMARY \Y
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economy and food security as well export potential should be analyzed in choosing
subsectors to support.

2. Subsector studies and activities should place an emphasis on markets and market
information and providing much of the information needed for feasibility studies by
individual enterprisesin the sector.

3. USAID/Eritrea should explore the possibility with the GOE of increased privatization
of parastatals and party-owned companies, particularly those in targeted subsectors, to
increase the potential for private sector investment.

4. Microenterprise Component

USAID initiated the microenterprise component as part of the emergency reconstruction
activities under the Crisis Modifier. The underlying goal of USAID/Eritreaisto provide
assistance to vulnerable rura households in achieving food security, by means of a strategy of
supporting those vulnerable groups, predominantly women, to develop and run viable
microenterprises. Providing support to the CARE Community Based Savings and Credit
Association Project served as a means of reaching these vulnerable populations. The clients
served by this program are largely vulnerable women who have been assisted by the program to
start and operate microenterprises outside their homes for the first time. With access to savings
and credit, they have been able to establish and run enterprises for which they control the income
earned and assets. Most of the women interviewed would have had no effective means of starting
these enterprises without this assistance. Thisis atarget group that does not seem to be targeted
by other providersin the hierarchy of Eritrean credit institutions. The rea impact here is the
introduction of a strong, new methodology to reach very poor women, who are the key to helping
vulnerable households increase incomes and achieve greater food security.

In the CARE project groups, about 60 percent of the members are women, al of the women are
savers, and about 60 percent are borrowers at any one time. Average group sizes are 15-20
members in rural areas and about 45 members in urban areas. The CARE methodology is based
upon member-managed savings and credit services. The women self-organize their groups, and
decide among themselves how much they will save each week as well as how their savings will
be used to make loans to group members. In the CARE/Vision Eritrea groups visited by the
Assessment Team, this seemed to generate a strong sense of “ownership” in the group and its
activities. Experience with similar methodologies, used in other countries to reach the target
group of very vulnerable women, indicates that this cohesiveness and sense of ownership
enhances the long-term sustainability of the groups as financial services providers.

Along with its savings and credit program, CARE has been offering business devel opment
(advisory) services to women in their groups, providing training in setting up a microenterprise,
simple accounting and funds management. Building on this experience, CARE islooking at
opportunities to help women expand and strengthen subsectoral activitiesin agriculture — in
areas where they want to invest and can contribute to economic growth. This kind of market
activity carries the potential for linking women’s income generating activities to providers of
inputs and vital technical services, and eventually helping to “mainstream” women in the larger
economy.
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Key Microenterprise Recommendations

1. USAID/Eritrea should expand microenterprise activities similar to the Community
Based Savings and Credit Association Project.

2. Microenterprise activities should continue to target vulnerable populations.

3. The microenterprise activities should be accompanied by and used as a mechanism to
diffuse health, nutrition, family planning, and HIV/AIDS messages to rural women and
incorporate the participation of Ministry of Agriculture (MoA) home economy agents
when practical.

4.  Grant funding should be made available for expansion and consolidation of this
approach to allow the initiative to scale up to reach many more beneficiaries with
services and achieve operating sustainability.

5.  Care should be taken to link microenterprise participants in subsectors targeted for
enterprise devel opment initiatives to those subsector activities.

5. Public Sector Food Security Management

Food security is avery difficult problem in Eritrea. On average, Eritrea produces only about 40
percent of its basic food needs, and the value of Eritrean exports covers only a small portion of
the total value of imports. With both agricultural production and export earnings prospects
severely constrained, Eritreawill be dependent on food aid for the foreseeable future.

Although there are a number of constraints to domestic food production, the primary constraint is
lack of water. More than 99 percent of Eritreais classified as arid or semi-arid. Even in the semi-
arid areas, rainfall is highly variable and often inadequate for rainfed agriculture to be
productive. Eritrea faces perhaps as many as 3 or 4 years out of 10, when rainfed agricultural
production may fail. Given this high level of risk, for al practical purposes, farmers cannot
afford to invest in agricultural intensification in the absence of improved water management;
thus rainfed agriculture remains extensive and yields remain relatively low. In years of low
rainfall, even fertilizer may burn the crop rather than having its expected positive impact on
productivity. Water harvesting and water conservation techniques or other aspects of dryland
farming systems may reduce the risk of crop failure directly, as well helping ensure that other
technologies such as the use of fertilizer do increase productivity. For al of these reasons,
improving water management would appear to be the key to improving food production and the
productivity of rainfed agriculture in Eritrea. The high risk and low reward (involving both low
productivity and moderate prices) are strong disincentives to investment in rainfed agriculture by
commercia enterprises.

Water availability and improving water management appear to be the key issues with regard to
increased food production and food security in Eritrea. However, USAID/Eritreais not likely to
have sufficient resources to undertake a major program addressing the water issues, particularly
given its existing commitment to enterprise development and microenterprise. It might consider
apilot project to exploit the knowledge of sustainable groundwater sources developed by an
American company in reaction to the Ethiopian drought and famine in the 1980s.

At present, USAID isinvolved in the public sector food security management area primarily
through the donation of food aid and support for regional and national level Famine Early
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Warning Systems (FEWS) activities. Another area critical to increasing food production and
food security in Eritreais the liberalization of cereal prices. Thisis an issue about which USAID
has extensive experience. For arelatively modest investment, it can make a significant
contribution to capacity building and policy analysis at the Grain Board. USAID can also expect
significant impact for a modest investment by helping address the strigaissue. The sorghum and
millet Collaborative Research Support Program (INSORMIL CRSP) has striga resistant cultivars
that can be used to breed striga resistant varieties. These highly desirable varieties might also
provide a means for involving the private sector in seed production.

Eritrean public sector food security management could greatly benefit from USAID support.
Strategically, the two areas with the potential to have the greatest impact are improved water
management and increased liberalization of cereal markets. The Assessment Team believes there
is great need for improved water management in irrigated and rainfed agriculture. However, the
team recognizes that USAID/Eritrea may not have sufficient resources to open another major
program areain addition to its commitment to enterprise devel opment and microenterprise
activities. Therefore, many of the recommendations below are focused on areas that are of
secondary importance strategically, but in which USAID has proven experience and comparative
advantage.

Key Public Sector Food Security Management Recommendations

1.  Provide capacity building and technical assistance to the Grain Board, to move toward
greater liberalization of cereal markets and improve its effectiveness in addressing the
contradiction between grain price stabilization policies and policies to improve
incentives for farmers to increase cereal production.

2. Continue support to FEWS NET and its relationship with regional mapping and famine
monitoring services of the Intergovernmental Authority on Development (IGAD) to
help forecast harvest results and food needs in Eritreain a manner that is both
transparent and consensual. Given concerns for the lack of information sharing and
transparent forecasts at National Food Information Systems (NFIS), USAID/Eritrea
should consider allowing FEWS NET to establish an office independent of the NFIS.

3.  Long-term efforts to reduce the risks of rainfed agriculture and soil erosion under semi-
arid (dryland farming) conditions should be supported, in particular, efforts to expand
water harvesting, water conservation, and spate irrigation and also efforts to protect
against wind erosion. Consider funding support to the Eritrean agricultural research
system by the International Crops Research Institute for the Semi-Arid Tropics
(ICRISAT) and International Center for Agricultural Research in the Dry Areas
(ICARDA) and participation of Eritreal s National Agricultural Research System
(NARS) in the regional networks of the Associations for Strengthening Agricultural
Research in Eastern and Central Africa (ASARECA) to help provide access to needed
technologies. Other forms of irrigation should be supported in the context of producing
high-value products that can pay for the irrigation infrastructure. Where and if feasible,
the use of water conserving irrigation technologies should be encouraged.

4.  USAID/Eritrea should facilitate making available the results of mapping groundwater
resources funded by The U.S. Office of Foreign Disaster Assistance (OFDA), which
identify high-output rechargeable aquifers. Pilot activities to develop these resources
might make a key contribution to emergency drought relief efforts.
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5.  Support the development of striga resistant sorghum varieties as a target of opportunity
that takes advantage of the capacity developed by Purdue University and the
INSORMIL CRSP. Leverage the expected popularity of these striga resistant sorghum
varieties by entering into negotiations with the MoA to facilitate the development of a
private sector seed production industry, based on the multiplication of these varieties.

6. Cross-Cutting Issues
Poverty Alleviation

Given the climatic constraint and the fact that Eritrea has historically produced only about 40
percent of its basic food needs, it is unlikely that the country will achieve food security within
the time frame of USAID/Eritrea’ s new |SP. Potential solutions (other than food aid) to the food
security problem are long-term, expensive, and not presently within the manageable interest of
USAID. However, al three programming clusters or Intermediate Results (IRs) within the
Economic Growth and Food Security SO will contribute to improved food security.

Past studies and experience indicate that redistribution of income in most low-income countries
IS not adequate to address poverty reduction and food security. Rather, the solution to poverty
reduction and food security must come from economic growth. Only when economies
experience relatively rapid growth over several years does one observe a decline in the
percentage of the population living below the poverty line. Achieving this rapid economic
growth is thus the primary mechanism for reducing poverty and improving household access to
adequate food.

Food Security

By targeting agricultural subsectors, the enterprise development activities will contribute to
increased production of food goods for domestic consumption, provide employment in
commercial agricultural production and processing, and provide some export earnings that can
be used to purchase food or equipment to further expand economic growth activities. The
increased volume and efficiency that should result from subsector activities will lower market
prices, making those food goods more accessible to consumers. In cases like poultry, fruits and
vegetables, and dairy, household level nutrition will improve as well as household income. In
these various manners, enterprise development will contribute to al three aspects of food
security: availability, access, and utilization. Given the high risks involved in rainfed agriculture,
diversification offered by higher-value irrigated crops and livestock is critical to improving rural
household income and food security, and to maintaining the economic viability of commercial
farms.

The microenterprise activities focus first and foremost on increasing household incomes and
thus, access of the targeted vulnerable households to food. They will also help participants
improve business skills so they can continue to find income earning opportunities in a changing
economy. Many of these households are displaced persons, women headed households, or the
families of persons living with HIV/AIDS (PLWHA). Over time, the microenterprise activities
will empower participating women, improve the capacity of these vulnerable groups to manage
investments, provide small loans of increasing size, and help households build the assets they
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need to cope with future crises and expand their investment in small income generating

activities. It isintended that these activities should be accompanied by services that provide
information and training on improving food utilization in maternal and child nutrition and health,
family planning and HIV/AIDS. With the help of these microenterprise activities, hopefully
many of these vulnerable households will achieve alevel of self-reliance that alows them to take
advantage of the opportunities to enter the commercial economy offered through the enterprise
development activities.

The public sector food security management cluster is focused on improving the policy
environment for food security and economic growth in the agricultural sector. There are several
activities that provide USAID/Eritrea with an opportunity to make a concrete contribution to
economic growth and/or food security, and enter into a policy dialog with the Ministry of
Agriculture (MoA) to improve the environment for related activities.

Gender

Female headed households are estimated to make up 35 to 46 percent of all households. Other
statistics indicate that women own 43 percent of micro, small, and medium enterprises and
provide more than 30 percent of the labor force in the formal sector. They are an important part
of the Eritrean economy and rapid economic growth will not take place unless women's
opportunities to expand their enterprises and increase income also increase substantially. 1t will
be necessary to target women for loans, services, and income generating activities, since there
are strong cultural forces that tend to result in women being neglected in these and other areas.
The Eritrean legal framework offers women equal political, economic, social, and cultural rights
including equal access to land and inheritance divorce and custody. However, many of these
rights remain difficult to implement in practice, particularly at the village level. Women are more
likely to reach their investment objectives, repay loans, and use the income to meet the basic
household needs than men. Targeting women in enterprise development activities hel ps meet
poverty aleviation and food security objectives as well as those of enterprise development per
se.

Microenterprise activities target vulnerable populations and in many cases involve women who
are displaced persons and from minority ethnic groups. Participants, predominantly women, are
creating or expanding income generating enterprises, helping meet basic household needs, and
accumulating assets to help withstand future crises. The experience and skills developed will
help allow more of the vulnerable population to engage in mainstream subsector and enterprise
development activities, providing additional opportunities to improve incomes and participation
in growing subsectors of the economy. In the future, complementary NGO activities will provide
information and training regarding health and nutrition, family planning, and HIVV/AIDS.

HIV/AIDS

It is generally accepted that the HIV/AIDS incidence rate in Eritreais low (3 to 4 percent). But
there is fear that the demobilization of soldiers and the accompanying return of commercial sex
workers to their homes and villages, may lead to a sudden jump in the rate of incidence. A
significant increase in the incidence of HIV/AIDS could push Eritrea back into the difficult labor
situation it experienced during military mobilization, which would severely constrain future
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economic growth and food security. Successful enterprise and microenterprise devel opment
provides people with employment and income earning opportunities, thereby reducing the
economic incentive to engage in risky behaviors and increase the wherewithal of households to
meet the nutritional and medical needs of PLWHA. Enterprise and microenterprise devel opment
activities in agricultural subsectors will increase the availability of nutrient rich food products
which serve the nutritional needs of PLWHA, then PLWHA will remain healthier and live
longer, helping extend the period in which they remain productive members of their households.
The microenterprise activities are intended to serve as a vehicle for providing health, nutrition
and HIV/AIDS information and training to target populations. Collaboration with MoA home
economy agents can perhaps extend the impact of this service.

Participation

One of the primary objectives of the enterprise development subsector interventionsisto bring
together stakeholders from throughout the subsector to identify problems and begin to work
together to resolve them. The skills and attitudes developed in this process, particularly those
related to democratic principles and financial transparency are the building blocks of increased
participation in governance and tranglate easily to other civil society situations. Over time, the
associations of people with like economic interests, their skills, and their advocacy would
contribute to the breadth and depth of civil society in Eritrea. The savings and credit associations
being formed under the microfinance activity offer similar opportunities at a grassroots level.

Key Cross-Cutting Issue Recommendations

1. Microenterprise activities should target vulnerable populations and be scaled up to
reach more people. They should target increasing household assets as a means of
withstanding future shocks in addition to immediate income and be accompanied by
activities that provide health, nutrition, family planning, and HIV/AIDS information
and training.

2. USAID should undertake efforts in the public sector to improve the environment for
economic growth, food security, enterprise development, and micro-development
activities. USAID should use these efforts as a basis to enter into negotiation with the
MOA on policy issues, starting with those that affect the implementation of USAID
programs.

3. Enterprise development activities should identify subsectors in which women are
involved and help provide women with opportunities to expand their participation in
the commercial economy. They should target post-harvest conditioning and processing
of agricultural products, which would be a likely area for women’s involvement. Given
cultural constraints, female-headed households might benefit significantly from access
to mechanized services, particularly for land preparation.

4.  Subsector development interventions should strive to help integrate rural households
into the commercial economy. Subsector development interventions should include
efforts to address HIV/AIDS in the workplace.

SUMMARY Xi






SECTION |

Overview of the Report

A. Background

USAID/Eritreais preparing a new Integrated Strategic Plan (ISP) for the 2003-2008 period. All
three components of the Mission’s portfolio: Health (101), Enterprise Development (102) and
Human Capacity Development (103) are being revised in the process of preparing the new I SP.
USAID/Eritrea contracted Chemonics International Inc. under the GBTI-1QC to undertake an
assessment of the Enterprise Development (102) program. The purpose of this sector assessment
istwo-fold. Thefirst isto conduct an evaluation of the Enterprise Development (102) program as
originally designed and implemented, including continued support to the REU. The second is to
identify and describe the opportunities for promoting economic growth in post-conflict Eritrea
under an expanded SO by focusing on agriculture and rural activities, particularly the
agribusiness subsector.

B. Methodology

Chemonics was able to obtain and distribute afew key documents to the Assessment Team and
to have team members attend a brief organizational meeting in Washington prior to traveling to
Eritrea. Upon arrival in Eritrea, the Assessment Team attended a briefing by the USAID Mission
Director and the Enterprise Development 10 team, and began reviewing alarge volume of
documents. It spent aweek interviewing awide range of government officials, CBER and REU
staff, entrepreneurs having received loans from the ERCS or EIF funds, and others involved in
enterprise development and the agricultural sector. The Assessment Team also spent a week
traveling to Massawa, Karen, Barentu, Aqordat, and Tessenel to interview participantsin the
REIP activities and other key informants on enterprise development and economic opportunities
in the agricultural sector. In the process it was able to assess interactions and collaboration
between CBER and REU field offices. The Assessment Team spent most of the third week
writing the report and meeting with USAID/Eritrea to discuss findings. The team leader was
scheduled to spend a fourth week finalizing the draft report. This time was extended to allow the
team leader to better address some additional issues, particularly those related to the management
of food security by the public sector.

C. Approach
Simplified Results Framework

The approach in this report is based on avery basic results framework. It assumes that the SO
will focus on economic growth, particularly of the rural sector, which would be supported by
either two or three IRs:
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1. AnIR focused on Enterprise Development (SME); beginning with a continuation of
core activitiesin the present 10 2 and transitioning to a broader program providing
business development and agricultural business information services as well as credit.

2. AnIR focused on Food Security, continuing some ongoing food security related
activities and potentially expanding to include some additional targets of opportunity. It
could serve as a vehicle to enter into negotiation with the MoA on a number of policy
issues affecting food security, preferably targeting those that directly affect USAID
supported activities, and

3. AnIR focused on Microenterprise Development, particularly focused on vulnerable
populations that might include women, people living with HIV/AIDS, displaced
persons, minority populations, etc., and using a group lending methodology. This IR
might be folded into either IR 1 or IR 2.

Critical Assumptions

This report assumes that although it will likely take longer than planned and encounter additional
obstacles, the present peace will hold and the demobilization will take place. Mobilization is
important not only in terms of returning critical personnel to institutions involved in USAID
supported programs, but also to reduce the serious labor constraints faced by most rural and
urban enterprises. For example, Eritrea has experience in the cotton and leather subsectors and
would like to develop those subsectors as competitive clusters. However, the labor shortage and
relatively high labor costs make it unlikely that Eritrea can be competitive in the manufacture of
cotton apparel and leather goods, until more labor becomes available and cheaper. The
Assessment team assumes that the demobilization will take place without violence, and that it
does not result in amajor rise in HIV/AIDS, which would lead to future labor shortages.

The report assumes that as the private sector and increased competition develops, there will be
less reason for government or PFDJ involvement. The Assessment Team also assumes that the
GOE will allow USAID to use TA asis necessary and appropriate to build capacity among
participating banks, at the REU, within target subsectors, and for some of the food security
activities as well, particularly capacity building within the Grain Board. Successful establishment
of business and agricultural service activities are dependent upon being able to find private sector
service providers and the REU being willing to work through them.

USAID is not able to make major infrastructure investments, such as irrigation works and road
building, nor isit prepared to underwrite the cost of classic agricultural research and extension
operations and institution building. These investments may be required to support food security
and sustained economic growth in the agricultural sector in Eritrea, but they are expensive and
long-term investments which are beyond the scope of the present USAID strategy. Other donors,
including the World Bank, Italian Government, UNDP, and ABD are active in these aress.

Climatic conditions in Eritrea are semi-arid, and drought and the vagaries of rainfall are a

constant threat. Water availability is the primary constraint to domestic food availability and a
major cause of the structural food deficit. Given limited irrigation potential and poorly devel oped
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dryland farming systems, this structural deficit in domestic food availability will continue for the
foreseeable future. The emphasis on diversification of the rura economy and on higher-value
agricultural subsectors in which entrepreneurs may be able to afford irrigation, or in which
availableirrigation resources are likely to be used, are intended to provide alternatives to the
high-risk rainfed agricultural activities.

Macroeconomic stability, inflation and balance of payments are important concerns. Government
spending has consumed 49 to 77 percent of GDP between 1998 and 2001, while fiscal revenues
remain very low. Eritreais heavily dependent on remittances from the diaspora and donor
financial assistance, for balance of payments, foreign exchange and budget support. Nearly two-
thirds of al exports went to Ethiopia before the hostilities, providing a protected market with few
quality requirements and allowing the Eritrean export sector to avoid the need to be competitive.
Given itslack of experience in competitive markets, the Eritrean export sector will require some
time to learn how to be competitive. In the meantime, access to foreign exchange at a reasonable
cost is asignificant constraint for enterprises that need to import equipment and other inputs.
Eritrea’ s location makes trade with Europe and the Mid-East promising, and it has access to sea
transportation from the ports of Massawa and Asab. However, manufacturing and agricultural
activities are concentrated inland. Land-based transportation systems for goods are not well
developed and are expensive. Accessto air cargo appears to be quite constrained and transport to
Europe via Nairobi is very expensive.

D. Overview of the Report

Sections two through four of this report assess the Rural Enterprise Investment Partnership
(REIP). Section I provides an overview of the original REIP concept proposed by ACDI/VOCA
and implementation constraints that have prevented this vision from being implemented. Section
[11 presents an assessment of the REIP financial components, including the Emergency
Reconstruction Credit Scheme (ERCYS), the Enterprise Development Fund (EIF), the Commercial
Bank of Eritrea (CBER) as the institution managing the credit funds provided through the REIP
program. Section 1V offers an assessment of the Rural Enterprise Unit (REU) and the numerous
functions that it has been asked to perform even though was not staffed by ACDI/VOCA
personnel as originaly planned. Section V provides an assessment of a number of agricultural
subsectors that offer promising opportunities for economic growth, either in terms of export
potential, or contributions to the domestic economy. Section VI presents an assessment of the
CARE’ s savings and credit association approach to microenterprise, also funded under 10 2.
Section VI gives a brief overview of efforts to improve food security in Eritreaaswell asa
number of the constraints encountered. It goes on to identify some targets of opportunity for
USAID programming linked to public sector management of food security. It does not assume
that the food security problem will be overcome anytime soon given the large structural deficit
faced by an arid country like Eritrea. It also suggests that water resources are not likely to be
sufficient to irrigate enough land to produce sufficient quantities of basic food crops and that
USAID isnot in a position to underwrite large-scale irrigation programs. Section V111 addresses
cross-cutting issues between enterprise development and economic growth and socia issues
including food security, poverty, gender, and HIV/AIDS. Finally Section IX presents a summary
of conclusions and recommendations from the preceding chapters.
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Overview of the Rural Enterprise Investment Partnership
(REIP)

A. Concept and Background

In September 1996, USAID/Eritrea signed a cooperative agreement with ACDI/VOCA for the
Rural Enterprise Investment Partnership (REIP) program. A team was fielded in October 1996 to
begin implementation. The central theme of the original proposal was to strengthen both sides of
the “banker to borrower” relationship, facilitating the delivery of financial services to businesses
and building the capacity of those businesses to be good bank customers. In the original design,
ACDI/VOCA expected to staff the Rura Enterprise Unit (REU) and use it as the platform to link
and coordinate the three components of the REIP, the bank component involving the
Commercia Bank of Eritrea (CBER), the Enterprise Investment Fund (EIF) and the REU. The
EIF provided aline of credit to promote SME lending by the CBER and provided dollar-
denominated loans for those enterprises requiring imports and lacking access to foreign
exchange. Technical assistance, computerization and some changes in procedures were expected
to help the CBER become a more effective source of SME lending. In addition to coordinating
the entire program, the REU was expected to provide technical assistance, undertake subsector
studies and provide market information. Subsector studies were projected to determine the
economic growth potential and investment feasibility in promising subsectors, provide market
information, and develop marketing contacts. The REU was also intended to facilitate the testing
and diffusion of selected promising technologies and design a strategy to develop cooperatives
and producer associations. The REU was expected to find an Eritrean institutional partner that
would provide the institutional home for business development services (BDS) training. This
Eritrean institutional partner, with technical assistance from ACDI/VOCA, would design aBDS
training program and conduct training-of-trainers workshops. These private and public sector
trainers would provide BDS training to entrepreneurs, coops and producer associations in target
areas.

The REU was intended to provide technical assistance as well as undertake subsector studies,
provide market information and assist entrepreneurs in making marketing contacts. It also had
responsibility for facilitating the establishment of a business development services (BDS)
program that would train trainers to provide BDS services and training to entrepreneurs, coops
and producer associations.

However, this vision was never implemented. The investment partnership agreement between
USAID and the GOE, signed one year after ACDI/VOCA began program implementation,
revised the approach and stipulated that the REU and the EIF would be placed under the direct
supervision of the GOE. U.S. government regul ations prevented disbursement of fundsto a
government involved in hostilities. The EIF and the ERCS were both established as special
windows within the CBER, with ACDI/VOCA facilitating disbursement of funds to the CBER.
The REU was established as an “autonomous affiliate” of the CBER, but under the supervision
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of and responsible to the REIP Advisory Board. It functions as a public sector institution, but
with no concrete legal status, either as a private sector or public sector entity. While no longer
serving as ACDI/VOCA'’ s REIP project management unit, the REU retains many of the
management and coordination functions, including the preparation of the annual REIP work plan
and budget, and monitoring of REIP program implementation.

Overall funding for the REIP Investment Partnership Agreement is expected to total
$13,286,000. In August 2001, Amendment No. 5 extended the completion date to May 31, 2004
and added $2,439,000 to the $10,847,000 already obligated under the bilateral agreement for a
total obligation of $13,286,000. However, dightly over one half of this amount, $6,735,000, was
transferred to the activities implemented under the Crisis Modifier, including the ERCS loans,
the CARE/Vision Eritrea microfinance program, the Africare/Vision Eritrea livestock
replacement program, and a small contribution to an FAO/MoA fund to purchase seeds and
tools. The $6,735,000 transferred to emergency activities, included $5,335,000 from EIF capital
funds, $350,000 from EIF operating funds, and $1,050,000 from REU technical and direct
assistance funds.

B. REIP Implementation Constraints

Any assessment of the REIP must recognize that the conditions under which the program was
implemented have been anything but normal. The delay between signing the cooperative
agreement with ACDI/VOCA and the investment partnership agreement with the GOE, and the
eventual incompatibility between the two, disrupted implementation during the first year.
Hostilities with Ethiopia broke out only 6 months after the bilateral agreement was signed, and
stalled implementation for most of the next three years. ACDI’s Senior Bank Advisor was
evacuated for 14 months between May 1998 and July 1999 and again two more times for atotal
of more than 18 months. In April 2000, CBER and REU offices in Gash Barka and Debub were
evacuated, and most of the offices were destroyed or damaged during the invasion in May 2000.
The Tessenei, Mendefera, and Adi Keth were reopened in early 2001 and the Barentu office
some time later.

During the hostilities, the CBER lost all of its newly trained loan officers as well as many other
personnel to the military draft. The REU aso lost a number of its employees. The expected
demobilization has been delayed and at the time of this assessment in September 2002, most of
the employees have not yet returned and many of the positions are still unfilled. In the interim,
with most military age men and many women in the military, it has been nearly impossible to
find qualified candidates to fill the positions. Additional rounds of the military draft and low base
sdlaries in aperiod of acute labor shortages caused high turnover in what limited staffing was
available.

The war and military mobilization also disrupted most sectors of the economy and business,
making it difficult to find enterprises with viable business plans which might qualify for loans.
Most areas of Gash Barka and Debub zobas were evacuated during the Ethiopian invasion in
May 2000. Cities and farms in those zones were heavily damaged by the invaders. The SBA
estimated that the CBER faced nearly 100 percent loss of its investments in those regions. After
the fact, international organizations estimated losses of at least $600 million. Most business
owners returned to find their buildings damaged and any equipment and inventories which they
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were not able to move, looted or destroyed. Access to the resources, and particularly foreign
exchange, to import new equipment and inventory has been in extremely short supply.

The military mobilization makes it very difficult for businesses to find the labor they need to
operate effectively. On the positive side, this labor shortage has caused a greater integration of
women into the economy. In addition to women, businesses are often dependent on youth who
have not yet reached the age of military induction (18) for their labor needs.

Due largely to war related disruptions of business expansion and lending activity and lack of
expertise, no financial services have been provided by the EIF in the form of equity investment
and/or foreign exchange financing for imports. Dollar denominated loans faced a significant
deterrent in the face of limited exports and market uncertainties, since without export sales, firms
would have no dollars with which to pay back the loans. At the same time, war damage and
economic slowdown in Gash Barka and other regions has created an acute need for direct
financing to rehabilitate businesses and support economic expansion.

The results of the hostilities caused USAID to activate the Crisis Modifier built into its Country
Development Strategy. This Crisis Modifier caused $5 million of the $9 million EIF funds to be
placed in the Emergency Reconstruction Credit Scheme (ERCS). The Crisis Modifier also
caused a significant portion of the funding for technical assistance to the REU to be transferred
to other emergency reconstruction activities.

Under these circumstances, there was little chance that the REIP partnership could meet its
original performance targets. In fact, the major success of the REIP to date has been the rapid
disbursement of the $5 million in emergency recovery loans to viable enterprises capable of
playing arole in economic recovery and repaying the credit. The Assessment Team will attempt
highlight the lessons learned from this REIP experience and use these learnings as the basis for
recommendations on enterprise development and an expanded economic growth and food
security strategic objective.

OVERVIEW OF THE RURAL ENTERPRISE INVESTMENT PARTNERSHIP (REIP) 1I-3
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REIP Financial Components

A. Emergency Reconstruction Credit Scheme (ERCS)

The ERCS was launched in August, 2000, through three CBER branches in Tessenel, Aqordat
and Barentu. Loans were to be extended directly by the CBER to known clients (trade and
services, industrial and agricultural) with verifiable losses as aresult of the 1998-2000 war, with
or without current loans from the bank. Subject to bank credit analysis, loans were to be
extended up to the amount which would have been warranted by the client’s pre-war level of
business, with no loan maximum.

An amount of $5.0 million in USAID funding was allocated to be disbursed under ERCS over a
I2 month period. According to program criteria developed by the SDA, the maximum loan term
was to be 5 years, the interest rate 8 percent pa, the grace period was not to exceed 12 months
and was to be justified by project cashflows. No collateral requirement was placed on these
loans, leaving CBER free to set collateral asit deemed necessary.

Repayments to CBER were to become the property of CBER, e.g., it could directly place these
re-flows back into its capital without re-lending. This was done so that the bank could begin to
build up its capital after war related loan losses and eventually reach capital adequacy according
to international banking standards. CBER was to be reimbursed for the principal amount of the
loan extended, by ACDI/VOCA under the alternative disbursement procedures, upon USAID
approval of the bank’s monthly reimbursement requests.

Al. Lending Activity under the ERCS

Due to delays in the start-up of the regular EIF loan program, CBER lending under the REIP
began in earnest under the ERCS. During a 23 month period (August 2000 through July 2002),
CBER extended 386 ERCS loans, for atotal of ERN 50,972,851 or $5,048,270. According to
loan statistics (July, 2002), the bulk of the ERCS money has gone into lending to domestic trade
and services businesses (70 percent), with about 27 percent extended in loans to agriculture, 2
percent to industry and 1 percent to mining. The amount extended to agriculture roughly
corresponds to the 30 percent of the CBER’ s regular portfolio allocated to agriculture.

CBER loan summaries (7/20/02) as well as discussions with headquarters managers and branch
managers in the REIP target area, indicate that ERCS funds were used to make a wide range of
loan sizes, ranging from ERN 5000 ($500) to ERN 4.0 million or $400,000 (using an average
exchange rate of ERN 10/$1). The mgority of the loansfall in arange from ERN 100,000
(%$10,000) to ERN 1.0 million ($100,000). Discussions held with CBER headquarters and banch
managers indicate that this is the range in which the bank is most comfortable in making loans to
rural enterprises.
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Most of the money lent to agriculture has been used to replace productive assets (machinery,
irrigation infrastructure, livestock) and for planting food and cash crops on farms of all sizes.
Agricultural related projects have received loans as small as ERN 20,000 ($2000). The bulk of
the money loaned for agriculture (70 percent) has gone to medium and large scale mixed farming
operations receiving loans of from ERN 100,000 to ERN 4.0 million. Three large scale mixed
farming operations received loans over $250,000 each. In only one case it appeared that oan
proceeds had been utilized to replace assets and productive capacity not lost due to the 2000
invasion. In each case, the capital was being used to generate real value added in terms of
agricultural production for sale in the domestic market. Among the products being produced on
these farms are cotton, bananas, citrus fruits and vegetables for the local market, sorghum, dairy
and other livestock.

Loans for trade and services businesses have generaly been smaller (ERN 10,000 to ERN
400,000) and have been extended to retailers of food products, clothes, fuel, construction and
agricultural materials, as well two wholesalers of (respectively) vegetables and skins and hides.
L oans have also been accorded to a number of garages, small hotels and bar/restaurants and two
small grain mills.

Summary loan statistics indicate that ERCS |oans have gone disproportionately to male
borrowers (70 percent) with about 30 percent being accorded to women. Field discussions at
CBER officesindicate that |oans to women have generally been extended for retail sales,
restaurants and operation of small service enterprises (tailoring for example), while larger loans
for agricultural enterprises and large bar/restaurants have been accorded to men.

A2. Loan Repayment on Overall Portfolio Basis

Examination of ERCS loan collection statistics through July 31, 2002, indicates that the bank has
collected a cumulative total of ERN 12,537,702 or 25 percent of the ERN 50,972,851 extended.
Discussions with the CBER Credit Administration indicate that the bulk of the outstanding loans
with past dues as of 6/30/02 are 0-90 days overdue and these |oans amount to ERN 29,123,616
or 69 percent of total outstanding loans (ERN 42,122,437). The practice of lumping loans 0-90
days past due into one category is standard for the Eritrean banking system. However, this
classification tends to overstate the Portfolio at Risk (PAR) since many loans likely to be less
than 30 days past due, and are thus not technically “at risk”. Less than 1 percent of loans are
more than one year past due and 30 percent are between 90 days and one year past due. Bank
staff seem confident that most of these loans will be collected. One of the reasons for the high
percentage of loans past due is that repayment terms for many of the agricultural loans fail to
reflect the cash flow of the enterprise. Many agricultural enterprises have seasonal income and
sales possibilities may not be profitable until several months after harvest.

A3. Loan Repayment at Branch Level

Loan repayment under ERCS has been higher among the trade and services sector clients, who
generate regular income from their businesses. There have been higher arrears in agriculture, due
in some cases to poor packaging of loan terms vis-&vis project cash flow and crop prices below
projections. During 2001, CBER notes that agricultural loans were late or resulted in non-
payments more than usual due to drought, which remain a problem in 2002.
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At the Branch Offices visited (Barentu and Tessenel), the repayment performance for ERCS
loans was mixed. In Barentu, about 43 percent of amounts due and payable for the July
repayment period were in arrears. For Tessenel, the comparable figure was 17 percent. One
might have expected a better repayment rate in Barentu, because a larger portion of the portfolio
seemed to be in the trade and service sector. The biggest difference between the two branches
seems to be the presence of two loan officersin Tessenei and none in Barentu, thusin Barentu
the Branch Manager has to perform loan analysis and follow up, in addition to his other duties.
There was no REU branch functioning in Barentu from August 2000 through May 2002, but that
office serves both Barentu and Tessenei. However, it may be that more of Tessenei’ s portfolio is
addressed directly by REU headquarters because of the number of large loans to large
agricultural enterprises. Thereis an issue of a poor relationship and little communication
between the REU office and the CBER branch managersin Gash Barka. In at least one case this
resulted in aloan being processed and recommended by the REU, without consulting the CBER
branch to learn that the client had defaulted on a previous loan.

A4. CBER Adherence to ERCS Terms and Policies

Assessment Team discussions with the CBER Headquarters Administration Unit, as well as
branch managers at the Tessenel and Barentu, indicate that with a small number of exceptions,
the bank has followed the credit procedures and criteria developed by the SBA for the ERCS
program. Again with only a small number of exceptions, borrowers have been able to present
verifiable damages from the 2000 invasion, and loans appear to have been made to replace pre-
existing assets and productive capacity.

L oan terms have ranged from two to five years (the program maximum), at an interest rate of 8
percent per annum. Grace periods have been granted for from six to twelve months, based
partially on cash flows. Collateral has generally been taken in the form of registered buildings or
chattel mortgages on trucks or equipment (insured in the bank’s name). Relatively little use has
been made of personal guarantees in branch lending due in part to lack of experience with it.
With the exception of Barentu, which was closed during the invasion and only recently reopened
to assume a portfolio generated for it under the Aqordat Office, at least one loan officer has been
installed in each branch handling ERCS lending.

L oans made under the ERCS program have been extended largely to existing customers of the
bank. This was indicated in discussions with both CBER Credit Administration staff and branch
managers in Gash Barka. The reason for this seems to be the “comfort factor”, e.g., bank
familiarity with these clients and their business history, requiring less project analysis and posing
lower risks. Also, it should be noted that lending under the ERCS has, as originally anticipated in
the program design, given a significant number of bank customers a chance to successfully
resurrect their businesses so that they can pay off past loans. Branchesin Tessenel and Barentu
havein fact “frozen” arrears on severa loans to war damaged businesses, issuing a new loan
under ERCS with the agreement that the borrower would pay off arrears when the business was
back to normal operation.

ERCS loans have been extended for the most part without requirement of a business plan or
feasibility study. Lending under the EIF has been done on the basis of business plans and
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feasibility studies for projects over ERN 100,000 and simple business plans for projects between
ERN 20,000 and ERN 100,000. Only a smplified credit requisition form is required for loans
less than ERN 20,000.

B. Enterprise Investment Fund (EIF)

Although the EIF was intended to provide foreign exchange for financing imports and to allow
the extension of financing in exchange for an equity position in the enterprises financed, this did
not happen. As manager of the fund, the CBER has no experience with and probably little
interest in taking equity positions in the enterprises it finances. With regard to foreign exchange
denominated loans, bank staff indicated that the bank would need repayment in foreign exchange
in most enterprises are not exporting and therefore do not have the means to repay the loan in
foreign exchange.

In part due to the pressures of doing emergency lending under the ERCS scheme, CBER did not
began in earnest to make direct |oans to enterprises under the REIP Enterprise Investment Fund
Credit Scheme until November, 2001. A handful of loans that the CBER intended to finance
under the EIF facility were apparently made earlier, but the transfer of the obligated resources to
the ERCS program left no means to reimburse those early loans until new funds were obligated
in March, 2001.

Using aninitia obligation of $2,680,000, EIF has during the period of March 27, 2001 through
July 31, 2002 (16 months) made 18 loans for atotal of ERN 6,928,624 ($692,286), to enterprises
in the agricultural, manufacturing and trade and services sectors. Ten of the 18 loans and the
largest amount of this credit ERN 5,903,551 ($590,355) or 85 percent has gone into financing
agricultural related enterprises, with 13 percent in the trade and services sector, and 2 percent in
manufacturing (metal working). Trade sector enterprises receiving EIF loans included an
electronic repair firm (ERN 32,000), a restaurant and bar (ERN 764,954), aretailer of vegetables
(ERN 49,000) and severa retail shops (ERN 18,000 to ERN 86,000). Agricultural related loans
range from three small loans at ERN 27,000 to 29,000 ($2700 to $2900) for irrigated farming, to
three large loans at ERN 1,500,000 ($150,000) each, given respectively to a cattle fattening
enterprise and two irrigated commercial mixed farming enterprises. As of 7/31/02, loans in the
amount of $511,686 had been claimed for reimbursement under the REIP. Thusfar, only 11 of
the 18 loans have passed the grace period and are under repayment. All of the EIF loans thus far
have been made to male borrowers.

Assessment Team interviews with the branches Keren, Barentu, and Tessenel indicate that there
isasignificant demand for EIF credit for irrigated mixed farming, and areal interest on the
bank’s part in making these loans. It was aso evident in at |east one case that business owner
asked for an extension on repayment from June to December, because the original terms did not
adequately consider the cash follow of the mixed cropping enterprise.

B1. CBER Adherence to EIF Policies and Procedures

Discussions with CBER Credit Administration and branch managers in Keren, Barentu and
Tessenel indicate that the bank has followed the policies and procedures in making and servicing
EIF loans. CBER has lent to enterprisesin al sectors, including new and existing businesses. In
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Keren, most of the loans have been to new customers while in other areas visited, loans are being
considered or extended to amix of old and new.

Projects are being finance for terms of from 2 to 5 years, and loans extended have fallen within
the present program limits, which include a ERN 5000 minimum and a ERN 1,500,000
maximum. Grace periods have been designed to not exceed six months in non-agricultural
businesses, and from six to 12 months for agricultural production enterprises.

Interest charged has been within the 8 to 12 percent range which is CBER’s normal policy. There
islittle evidence of “pricing for risk” within this range. It was noted, however, in the Keren
Branch Office visit that loans to customers under the EIF are generally being extended at 8
percent. Sound borrowers presenting projects backed by a good feasibility study can get aregular
bank loan at 12 percent. It is only worth the aggravation and delays apparently incumbent on the
present EIF system if there is some economic savings (eg., alower interest rate) or if projects
that the bank would not otherwise accept, qualify under EIF guidelines.

Aswith the ERCS lending, EIF loans are being made with collateral wherever possible, usually
in the form of aregistered building or insurance taken on a vehicle or other chattel. Several loans
have been made “clean” to small scale agricultural enterprises where the borrower was known,
but collateral was not available.

C. The Commercial Bank of Eritrea (CBER)

The Commercial Bank of Eritrea (CBER) isthe country’s largest commercial bank, providing a
conventional range of commercial deposit and credit facilities. At the end of the second quarter
of 2002, the bank’ s total risk assets were ERN 2,142,529,000 ($158,705,852). Some 80 percent
of the bank’s loans were held within the Asmara headquarters and three Asmara branches and 20
percent in branch accounts outside Asmara. The accounts held at headquarters and in Asmara
branches are largely Asmara-based accounts, although the many large businesses in other regions
have accounts in Asmara.

At CBER asin other Eritrean banks, very limited product development is being done. Rollover
lines of working capital are non existent and lending is based primarily on term loans for
investment, construction and overdrafts. CBER presently offers the following credit products for
business, extended largely to known customers:

Overdrafts used as working capital

Term loans of two types: fixed asset financing and cyclical restocking
Letters of Credit viathe foreign department

L etters of guarantee, local or international

Advances against merchandise, at 60 or 70 percent of the export FOB

Deposit instruments offered include: current accounts (O percent interest), savings accounts (5
percent) and time deposits (one year at 5.5 percent, two years at 6 percent)

CBER is presently highly liquid and recently started investing surplus liquidity in Treasury Bills
paying 2.5 percent average (which isless than their deposit interest rate of 5 to 6 percent).
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During the 2001 operating period, management indicates that about 30 percent of their loans
were to agricultural related enterprises, and they expect that agriculture will represent about that
proportion of their total portfolio this year. Although branch managers can “recommend” aloan
up to acertain limit (ERN 100,000 or $7400), all loans are approved at headquarters. Loan
approval is done through the Credit Committee. Loans are negotiated individually with
borrowers on the basis of monthly, quarterly or annual repayment schedules, depending upon
cash flow. Grace periods vary from six to 12 months, depending on the type of enterprise
involved. Under REIP, 6 months has been the general policy but grace periods of up to 12 months
have been given for agricultural production enterprises and some start ups.

Term loans are extended within a very conservative lending policy which islargely collateral
based. Discussions with the CBER Credit Administration staff and branch managersin REIP
target areas indicate that cash flow lending is not going on as a matter of policy, even though the
SBA trained loan officers to use cash flow analysis and encouraged its adoption for use in the
REIP activities. The Bank Manager indicated that it would be some time before cash flow
lending could be commonly used. First, most businesses have no accounting records, no
documented cash flow, and most entrepreneurs are not familiar with the cash flow concept. In
many cases, cash flow projections in business plans will be gross estimates, and may not be very
dependable, even if prepared by someone knowledgeable. Until the bank has loan officers with
severa years of experience doing such cash flow estimates, the bank will not be able to place
much confidence in them, and therefore would prefer to continue using collateral as a back up.
Second, while the original group of loan officers trained by the ACDI advisor has returned, they
are till in national service and receiving only ERN 500 per month. The Bank Manager feels that
under these circumstances they can not be employed as loan officers because the risk of their
engaging in corrupt practices would be too high.

CBER operates 11 branches, including 3 in Asmara and 8 in other regions, in addition to the
Liberty headquarters. Because of alow GOE dictated salary structure and the war related
extensive and prolonged mobilization of men between the ages of 18 and 45, CBER remains
severely understaffed, particularly at the credit officer level, both at headquarters and in the
branches. These factors have made it difficult for banks to recruit and train credit officers. At
present, the bank retail floor staff is made up largely of young men who are doing their national
service, receive only an ERN 500 stipend rather than areal salary, and lack incentive or
motivation with regard to their performance. The lack of staff has also made it very difficult to
implement the bank’ s loan supervision policy.

The manpower available at branch level is very limited. Although 20 trained staff returning from
the war are in place and functioning (18 in branches and 2 at headquarters), in most branches the
Branch Manager and a single loan officer have to analyze loan packages and supervise credits, in
addition to working with back office functions and other banking responsibilities. According to
headquarters management, the client to loan officer ratio in branches is 300 (average), and in
some cases a loan officer may be managing 300 to 500 accounts, including overdrafts, term loans
and advances.

Although the hiring and training of women credit officers was a key sub objective of the REIP
project, CBER management indicates that this part of the program has not been implemented,
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citing the fact that the SBA training did not include women officers and “cultural factors’ make
it difficult for women to move from areato area. At the same time, women recruits could be
trained in a central location like Asmara, and re-posted to their home zobas where they know the
local people and could work effectively with clients in their own cultural and language context.

At present, the CBER does not have the staff it needs to increase the number of loan officers and
improve loan services. Part of the reason for involving the REU was the CBER’ s poor staffing
situation. It is unclear whether the salaries presently being paid will be sufficient to attract
adequate numbers and quality of staff after demobilization. During the present mobilization, the
sdaries it pays have not been sufficient to attract quality personnel.

C1. Computerization

As noted above, CBER Branches report |oan status and classification statistics to the CBER
Credit Administration Unit on a quarterly basis. Outside of Liberty Avenue Headquarters, which
is computerized, the branches don’t have the capacity to generate these numbers on computers.
There are no working computers in branches outside of Asmara. Instead, daily calculation of
loan interest, monthly calculation of loan payment information and quarterly reports on loan
classification are done through manual compilation of account cards. Lack of computerization,
coupled with limited staff to extend and supervise credits and dependence upon manual
processing of loan statistics, makes it difficult for CBER to monitor portfolio, track potential
problem accounts and apply specific “pro active” policies to improve credit recovery.

A standardized banking M1S isin the process of being installed by Kiddle to serve three of the
four government owned banks, including CBER. However progress on installing the system is
way behind schedule and it is not clear when the system will be functional.

C2. Credit Analysis and Lending Capacity

Under the ERCS, as much as 80 percent of the lending done was to established bank customers.
When asked why, the Credit Administration Manager’ s responded that these borrowers had a
“history” with the bank, their businesses and characters were known and the loan packages
required less analysis and processing. In the midst of extreme pressure to make emergency loans
under uncertain and therefore higher risk situations, the bank fell back on the “comfort” factor
and taking of collateral wherever possible. However, the CBER lent out the entire $5 million
available under ERCS relatively quickly in a manner that minimized risk and maximized
comfort. There was no need to adopt more libera criteriathat entail more risk and less comfort,
to distribute the funds. Since repayments will contribute directly to CBER capital reserves, it
certainly was in the bank’ s interest to achieve maximum repayment.

In discussion on why the bulk of the ERCS approved agricultura credit ($ amount) was made
available to sizable concessional farms in Gash Barka, the Credit Administration Manager gave
three responses, which reveal the importance of the “comfort factor” and collateral.

The farms had significant assets and could demonstrate war induced destruction more
easily than asmall rainfed farm;
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They were existing customers of the bank and had taken previous facilities (overdraft,
term loans);

They had collateral which the bank knew if could attach if enterprises had trouble
repaying.

In response to an Assessment Team question as to whether CBER is “pricing for risk” within the
bank determined interest range (8 to 12 percent), management cited the following factors which
they “consider” in setting interest rates:

Collatera;

Financial condition of the business (assets, financial soundness);

Past relationship with business; and

Requirement of a business plan and three years financials (before and projected) for
“larger” loans, defined as loans with a* capital” component.

Team discussions held with branch offices did not reveal specific evidence of pricing for risk in
the extension of ERCS or EIF loans. Discussions held with headquarters and branch level credit
staff indicated that during ERCS lending, CBER has relied heavily upon analysis of loan
packages prepared by the REU, doing some analysis but largely verifying figures and key factors
in business plans. Headquarters then consults with the branch office for their recommendations
on the project, borrower and loan.

In response to questioning as to areas where management feels that CBER staff need more
training to improve loan processing and quality, Credit Administration management cited project
analysis, and specifically agricultural credit analysis. CBER would like to develop one Loan
Officer in each branch who is capable of doing sound agricultural project analysis and lending, in
addition to working with other loan products. The biggest project related constraint which bank
management cited in working with REIP borrowers in agricultural production was lack of
applicant knowledge of how to identify and exploit markets, adding that “ Farmers cannot be both
producers and marketers’.

Lack of capacity to do credit and project analysis was also revealed in the Assessment Team’s
discussions with the World Bank funded Credit Advisor to CBER. Based on about one year’s
work with the credit staff, it is his opinion that the present management and credit staff do not
have the capacity to do full loan analysis (financial and business plan), but instead rely largely
upon Business Plans and bal ance sheets submitted to them by clients (and where they are
involved, the REU). In his view, bank staff are “not ready” for the project analysis model which
the World Bank team anticipates introducing here, adding that credit staff have been introduced
to but “have not yet mastered” the simple balance sheet format used to run basic ratios on a
business. He added that submitted loan packages and the reputation of the borrower are the basis
for analysis of most CBER loans. He cited needs for further technical help in the credit
operations in credit review, loan monitoring and business credit appraisal.

It isevident from all discussions of CBER lending activity that the bank has been heavily
dependent upon collateral based lending to reduce repayment risk, in both their normal and REIP
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lending. Headquarters management indicates that the bank does collateral based lending as
genera policy and that it uses security agreements to attach the following types of assets:

Buildings, wheretitle is registered and the bank retains title documents;

Vehicles, which are registered and generally insured in both the borrower and bank name;
and

Other equipment may be used as security if the bank gets an agreement fromthe
borrower not to remove or otherwise useit and it isinsured in the bank’s name.

At branch offices visited, collateral used istypically real estate (a house for example) for afirst
loan, or in some cases trucks or cars insured in the bank’ s name. Branch staff at the REU office
in Keren and the Branch Manager at the Barentu CBER office, indicated that bank collateral
requirements for loan security are “too stringent” for small borrowers, e.g., requirements which
they simply cannot meet. They noted that lack of collateral has prevented some borrowers from
accessing loans under ERCS. While most ERCS loans made under the Barentu Branch were non-
collateralized, they did require collateral on some. Likewise, the Tessenei CBER Branch took
collateral to the extent that they could on ERCS loans above ERN 5000. CBER Keren has been
using collateral on larger loans and persona guarantees on some of the smaller EIF loans (ERN
5000 to ERN 100,000), where collateral is not available. All of the loan packages awaiting EIF
processing at the Keren REU had collateral.

Personal guarantees, used mainly in Asmara, can be used for loans up to ERN 100,000, requiring
athird party to sign for the borrower and assume repayment obligations if he does not pay. A
guarantee must be backed with saleable assets on the part of the guarantor. Branch offices appear
to have little experience with and to rarely use personal guarantees.

C3. Problems at Branch Level under REIP Lending

Excessively stringent collateral requirements were one of the problems cited by managers of the
CBER branch offices visited by the Assessment Team in Gash Barka and Anseba. When asked
to describe “what is not working”, managers also cited the following

The unwillingness of CBER to allow branch managers to approve smaller loans of under
ERN 100,000 ($10,000) at the local level. While this was the proposed policy under the
REIP program, all loans still require approval at CBER headquarters, regardless of size.

The time-taking process of project screening and “appraisal” by REU (local and
headquarters), followed by analysis of recommended loan packages by CBER
headquarters and feedback from the branch. Both REU managers and CBER branch
managers noted significant delays (from 3 to 5 months in some cases) in ERCS
processing, exposing applicants to rising costs in basic inputs.

Lack of communication and coordination between the CBER branch office and the REU.
Thisis aproblem in Barentu, where there does not seem to be much communication and
cooperation between offices, particularly at the level of securing “client information”
from the bank before processing aloan.
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Confusion of non-banking and banking roles in the course of processing REIP projects
through the REU and the bank. Thisis especialy noticeable at the levels of project
analysis (referred to as “loan packaging” under the REIP) and credit supervision after a
loan is accorded.

Under the REIP program guidelines, these roles normally carried out by the lending bank
were assigned to REU. While REU and CBER cooperation at these crucia stages has
been remarkably good in Keren, there is some evidence that confusion of these roles, lack
of manpower and poor communication at some points in the processing has compromised
loan quality in other locations.

Lack of sufficient manpower to carry out the roles and responsibilities assigned to
cooperating agencies under the REIP lending programs. Managers of each of the CBER
branches visited cited lack of staff as akey constraint to doing a better job of processing
the volume of loan requests received (under ERCS and EIF) and providing after loan
follow up.

REU staff in the Keren and Barentu offices cited additional areas where the REIP lending
program is not working as well asit could be. These included:

Licensing requirement for small enterprises (loans of less than ERN 100,000) which is
part of the REIP procedures, but is not appropriate for all businesses. Thisis limiting
access to the EIF facilities for clients being assisted by the REU in Keren.

Inability to work with the requirements of very small projects submitted by women,
notably projects requiring ERN 5000 or less. While a significant number of inquiries
have come from women with small projects in Barentu and Keren, the “comfort level”
and capacity to process them are not within the REU/CBER processing system.

Lack of participation on the part of branch level officers of REU and CBER in meetings
with top management in Asmara, at the level of decision making on project processing
and “process’.

Lack of an overal plan or guideline from REU on the basis of which units can do their
work planning.

Some of these constraints could be addressed in the present project, or in design of afollow on
project. In any case, more realistic roles need to be worked out for partner institutions in project
development and financing. Policies and procedures need to be more conducive to securing
adequate staffing.

C4. Cooperation between Bank and REU

“Processing” is probably a good term for the “loan packaging” which is going on at the REU
units visited by the Assessment Team in Gash Barka and Anseba. While some analysis seems to
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be done by the REU project officer and branch manager at Keren, discussions with those staffs
indicate that the following is essentially what is going on when a project enters the REIP process:

The potential borrower isreferred to the REU by the CBER office after making a loan
inquiry under the REIP, or goes directly to the REU.

The REU project officer reviews the applicant’ s documents and assists him/her with
program criteria and completion of the REIP loan application appropriate to the size of
project.

In cases where the project will require aloan of ERN 100,000 or more, the REU officer
informs the applicant that a business plan and feasibility study are required, and generally
refers the project to the REU headquartersin Asmarafor further “analysis’ and referral to
private resources which can assist in preparing the feasibility study.

The REU headquarters “finalizes’ the loan package with any required feasibility study
and forwards it on to the CBER Credit Administration.

It is generally “analyzed” by the CBER Credit Administration at the level of verifying the
financials and other information submitted with the business plan.

The CBER branch office manager is contacted to secure their review and
recommendations on the loan package. He can “recommend” approval for loans up to
ERN 100,000 ($10,000).

Before aloan decision is made, a suitable approach to loan securitization is agreed with
the branch office.

The loan is approved by the CBER headquarters-based Loan Committee.
After the loan is granted, CBER branch office staff do the loan supervision.

Reimbursement of the CBER loan from EIF funding is approved by the REIP Board of
Advisors. If there is a question that certain categories of loans, such as those containing
pesticides, will be approved, the CBER stops approving those loans.

The process of “packaging” rura investment projects and financing them through the present
institutional relationships under REIP introduces some fundamental “disconnects’. These are
compromising both project and credit quality, causing unnecessary delays in project processing
and delaying the day when both financial services and business advisory services can be offered
to clients on a“market driven” basis.

The present REIP program is structured in such away as to confuse the roles of the REU and the
bank, assigning inappropriate project anaysis responsibilities to the non banking entity (REU),
and delaying the day when the bank will acquire and use the skills required to do sound
agricultural project and credit analysis and adopt cash flow lending. This division of roles,
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combined with severe shortage of CBER credit staff and the “take out” which the REIP loan
reimbursement mechanism has provided for CBER as lender of record, has greatly reduced the
bank’ s credit risk and has undoubtedly had some impact upon credit quality and |oan recovery
under the ERCS.

D. REIP Findings and Conclusions

1. The CBER has provided emergency and EIF lending under extremely difficult
conditions related to the recent hostilities with Ethiopia, including: the loss of trained
credit staff and interruption of capacity building programs, the forced closure and
destruction of some of its offices in the Gash Barka and Debub regions, and the | oss of
substantial 1oan assets in those same regions due to war damage to businesses.

2. Under pressure to respond to the nationa crisis the CBER made 386 |oans totaling over
$5.0 million under the ERCS program and staff indicate there is a reasonable chance
that most loans will be repaid. CBER lending activities under the ERCS and EIF have
supported viable agricultural production enterprises which are adding value and
supplying the domestic market with cereals, vegetables, fruits and livestock and dairy
products.

3. TheCBERIsinteresting in lending in the agricultural sector and helping existing
clients return to viability so that they have the meansto repay pre-war loans. However,
thereislittle evidence as yet that CBER central bank management is as a matter of
policy exploring new market opportunities to lend into the rural sector. This suggests
that more than one bank should participate in future rura enterprise lending programs.

The CBER is most comfortable providing direct financing to agricultural activities
in the range of ERN 30,000 to ERN 800,000 and does not regard itself as a provider
of long-term investment financing. The Eritrean Development and Investment Bank
(EDIB) is most comfortable lending in the ERN 200,000 to ERN 2,000,000 range to
agricultural enterprises.

4. Lessons learned from the use of line of credit facilities indicate that the resulting
loans tend to be made with less rigor than when banks are at risk for the loans. Both
the CBER and the EDIB might profitably benefit from loan guarantee facilities. A 50
percent loan guarantee program would likely induce the CBER and other banks to
take some exposure on loans to private rural enterprise. It would also encourage them
to sharpen the skills of credit staff in project analysis and cash flow analysis as part of
credit appraisal. Finally it would encourage the boards of this and other participating
banks to adopt the policy of doing cash flow lending. One mechanism for providing
such a guarantee would be the USAID supported Development Credit Authority
(DCA), but the DCA only works with private banks, and none presently exist in
Eritrea. An aternative and more flexible mechanism would be for USAID /Eritreato
directly provide guarantee funds covering 50 percent of the risk on loans.

5. CBER credit staff don’t do and may not yet be capable of doing full credit and project
analysis on agricultural and industrial projects. Lending remains based on collateral,
familiarity with the customer, his/her asset base and prior credit history (“the comfort
factor”). Lack of afully computerized system constrains the bank’ s capacity to track
and manage loans for higher rates of loan recovery.
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The CBER is not using its considerable liquidity to diversify savings and credit
products to meet the needs of the emerging private sector in Eritrea. Constrained by
the national crisis and its impact on the bank, the structuring of the ERCS and EIF
loan programs have not succeeded in providing the CBER with sufficient skills and
incentives to diversify products and attract new clients. To help create more
profitable, market oriented banks, USAID may have to consider raising the issue of
having the government permit banks to charge positive, inflation adjusted interest
rates on project loans.

Future USAID supported enterprise development activities should make a clear
separation between the provision of business development services and banking
functions, of which the latter should be carried out under the discipline of aformal
commercia bank.

E. REIP Recommendations

Future rural enterprise financing programs supported by USAID/Eritrea should be structured in
such away asto (a) promote competition between two or more lending institutions, (b) induce
participating banks to assume more of the lending risk and (c) support development of
Agricultural Credit Windows within each participating institution. This needs to be done to
improve banking capacity to do cash flow based lending, price for risk, increase the quality of
loans and improve responsiveness to the financial needs of enterprises in sub sectors where the
growth opportunities lie (domestic and export). Capacity building support to participating lenders
should also be structured in such away as to improve access to financing and business project
technical support for Eritrean women entrepreneurs, in targeted subsectors where they can excel.

1.

Access to financing resources should be opened to two or more banks on a competitive
basis that can work with the risk profile and processing requirements of different
segments of the market.

Induce participating banks to assume more risk by providing direct capital for
participating banks to use in making loans in the form of a guarantee facility which
would cover 50 percent of the bank’srisk in the case of default, subject to specific
criteriafor eligible loans.

Consider providing a separate line of US$ financing to cover the foreign exchange
needs of businesses importing equipment and other inputs.

Support the development of awell-staffed Agricultural Credit Unit within each
participating bank.

Clearly separate banking functions (credit analysis and supervision) and business
development services. Rearrange roles and responsibilities such that these functions are
performed by the banks rather than by the REU.

Some indicators to use in selecting banks for participation in a credit guarantee facility
include the bank’ s willingness to adopt the following policies:

Charging of market linked real interest rates;

Regular aging of portfolio at risk (PAR), at least quarterly;
Adoption of proactive delinquency management policies and practices; and
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Aninstitutional policy focused on increasing recovery rates in program related
lending.
Access to a standardized banking MIS, like the one being installed by Kindle for

use by three of the four government owned banks including the CBER, to improve
loan tracking and credit supervision.
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SECTION IV

Rural Enterprise Unit (REU)

The ACDI/VOCA proposal indicates that it intended to staff the REU as the project management
unit and center for coordinating the three components of the REIP, the REU, the CBER, and the
EIF. The proposal also indicates that ACDI/VOCA expected to find an Eritrean institutional
partner which would serve as the ingtitutional home for a business development services (BDYS)
program. This institutional partner would, with the help of ACDI/VOCA, develop aBDS
training program, conduct TOT workshops, and provide support to Eritrean trainers presenting
BDS training to entrepreneurs, women’s groups, coops and producer associations in target areas.
From the proposal it appears that ACDI/VOCA intended that the REU would serve as a business
center for both agricultural and non-agricultural businesses. This business center would identify
promising commodities, products and subsectors; undertake subsector studies to determine their
economic growth potential and investment feasibility; provide market information; facilitate
marketing contacts and the testing and diffusion of selected promising technologies; and design a
strategy to develop cooperatives and producer associations.

About ayear after ACDI/VOCA began implementing the proposed project, USAID and the GOE
formalized a bilateral agreement with regard to the REIP that removed the REU and EIF from
the direct control and supervision of ACDI/VOCA. Thisleft ACDI/VOCA with no project
management and coordination unit within Eritrea, and in effect ended the likelihood that REIP
would function as a single integrated project. U.S. government regulations prevented
disbursement of funds to a government involved in hostilities. The EIF, and the ERCS were thus
each established as a specia window within the CBER, to be disbursed by the CBER.
Administratively, the funds are disbursed by USAID to ACDI/VOCA and then to the CBER as
reimbursement for loans approved by the CBER and the Advisory Board. There does seem to be
some confusion about who manages the EIF funds and how they are accessed. The team has
heard reports that some clients and even some government officials believe that since the REU
processes the EIF |oan packages that they are also responsible for the funds and loan approvals.

The REU has been asked to serve at least four different sets of REIP program functions:

Banking functions. Preparing loan packages and application for small (ERN 5,000-ERN
20,000) and medium (ERN 20,000-ERN 100,000) EIF loans from the CBER, facilitating
feasibility studies and preparation of larger loan packages, credit supervision, and project
screening.

Business devel opment services (BDS) functions. Facilitating delivery of BDS services,
training consultants, training clients, provide training materials.

Agricultural Business Center (ABC) functions. Identify subsectors and projects for
support, undertake subsector studies of potential and costs (which can provide the basis
for enterprise feasibility studies), provide marketing and marketing information services,
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facilitate relationships between producers and buyers, exporters and foreign importers,
researchers and producers, financers and entrepreneurs.

Project Management Unit functions. The REU has retained many of the functions of a
project management unit, particularly the role of preparing the annual REIP work plan
and budget and monitoring REIP program implementation.

REU performance has been far below expectations due to a combination of factors. Certainly the
lack of personnel and the high turnover related to the hostilities with Ethiopia have seriously
constrained REU performance. However, it is difficult to have confidence that the REU could
have accomplished these tasks even in the absence of hostilities as presently constituted, or if all
of these tasks are appropriate to the REU. Given Eritrea’ s human resource constraints and low
public sector salaries, most REU staff hired are newcomers with little knowledge and no
experience in the tasks which they should perform. Staff turnover is high and most of the staff
have limited capacity for training new arrivals. If the REU had been established as a private
sector entity with ACDI/VOCA support, it would have had a better chance of having well-paid,
permanent, well-trained and properly oriented staff. Thisin turn would likely have allowed the
REU to perform much better than it has performed as a public sector entity under these
conditions of difficult human resource access. More extensive use of expatriate consultants could
also have made an important contribution to its performance. The GOE should target REU staff
for early demobilization to help the REU get back on track in implementing the tasks assigned to
it.

A. Banking Functions

It may have seemed necessary to have someone to help the CBER with loan processing,
particularly someone with atechnical agricultural background to help develop and process
agricultural loans. However, REU staff do not have technical agricultural backgrounds, what
little staff it has comes largely from commercia and business training programs, and the REU
has also been unable to retain staff during the hostilities with Ethiopia. But perhaps in part
because the REU has been processing loans for it, the CBER till has not established the capacity
to effectively analyze and prepare agricultural loans internally. Thereis area question of where
the functions that the bank should be providing stop, and where those of aBDS service start.

The CBER has been unwilling to accept the loan analysis provided by the REU in any significant
manner. It still requiresits own Credit Administration staff and regional office staff to assess the
loan. The existing process involving both the REU and the CBER now results in delays of as
much as 2-5 months: 1) An understaffed REU regional office processes the loan and provides a
recommendation; 2) an understaffed REU headquarters staff processes the loan and makes a
recommendation; 3) an understaffed CBER regional office is consulted for information about the
borrower and their recommendation; 4) the CBER Credit Administration Office processes and
approves the loan; and 5) USAID approves reimbursement of the loan to the CBER. The
importance of thislast step is demonstrated by the fact that the CBER has declined to process a
number of loans that include money for pesticides since USAID declined to reimburse the CBER
for alarge loan that included money for pesticides.
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There is also an important question as to what is accomplished by having the REU process the
loans. According the CBER Genera Manager, the REU preparation of loans up to ERN 100,000
meets the letter of the CBER criteria for granting the loan, but many of the entrepreneurs do not
understand the business plan nor will they necessarily follow it once they get the loan. In
processing the loans, the REU is not necessarily training entrepreneurs to develop better and
more bankable businesses; but rather doing the paperwork necessary to get the loan funds
released to entrepreneurs whose business management skills may be questionable.

One of the greatest constraints to small and medium enterprises gaining access to bank loansis
the continued insistence on borrowers or a guarantor having sufficient collateral to cover the
entire loan. While some exceptions to this rule have been made, especially under the ERCS
program, the CBER till is not comfortable with using balance sheets, cash flow statements and
other aternative bases for repayment analysis and lending. The REU has been a very strong
proponent of cash flow based lending, both to help smaller enterprises to gain access to credit
and improve the structuring of terms for the repayment of agricultural loans. Thisinsistence, and
itsimplied criticism of the CBER, apparently continues to be one of the sources of tension
between the two institutions.

However, the CBER General Manager insists that one can not place too much confidence in cash
flow based lending. Most small and medium enterprises have no financial records on which to
base cash flow. While it may be fairly easy to estimate quantities of product sold and pricesin
some businesses, there is little to verify those estimates or prevent someone from exaggerating
the estimates in order to make the business plan look good and secure aloan. In the absence of
financial records, it will be difficult for the banks to have much confidence in business plans
based on cash flow until the banks have trained loan officers with several years of experience
analyzing enterprises in specific subsectors. Until then, the banks will continue to be much more
comfortable with loans requests that are supported by assets and collateral.

B. Business Development Services (BDS) Functions

Their proposal indicates that ACDI/VOCA intended to find an Eritrean institutional partner to
provide such services and focus the REU activities on the agricultural business center functions
discussed below. However, no institutional partnership was devel oped and the Assessment Team
has not learned of any Eritrean institution with the capacity and experience in providing business
development services. At this point, none of the REU staff have technical agricultura training
and all of the professional staff have background in business or economics.

The REU has focused on preparing and analyzing the feasibility of loans internally, rather than
facilitate the establishment of capacity to perform the function by the entrepreneurs or by private
sector consultants. It is certainly appropriate for a BDS agency to help train, or better yet,
facilitate training of entrepreneurs in preparing business plans and enterprise feasibility studies.
However, it seems less than efficient for the REU to prepare every small and medium EIF loan
internally (in many cases, in place of the entrepreneur) and provide the entrepreneur alittle one-
on-one training in the process. One gets the impression that the loan processing is not efficient
and that neither the entrepreneurs nor other private sector service providers have mastered the
skills necessary to prepare such loans in the future. There is perhaps still too much of a public
sector attitude that the REU will prepare loans for entrepreneurs, rather than training either
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entrepreneurs (many of whom have limited literacy and numeracy skills) or private sector service

providers to fulfill this function.

Over the last year, the REU has facilitated the adaptation of the ILO training modules on
Improving Y our Business (I'YB) and Business Project Development (starting or expanding your
business) for use in Tigrinya and Eritrea. The REU has developed a two tier training program,

which will result in TOT courses being
held in Asmara and direct training to
entrepreneurs in Barentu, Keren and
Massawa. The trainers would apparently
be largely public sector personnel, some
cooperative or producer association
representatives, and an occasional private
sector group or individual. The planis
still to provide such training at no cost to
participants. REU documentation
recognizes that this type of supply-driven
service provision is not likely to be very
effective and is likely to have arelatively
high cost, but apparently does not feel
that it has the flexibility to try a more
demand-driven approach. REU reports
indicate that it recognizes that ssimilar
programs have had more success when
using the principle of cost-sharing and
treating participants as clients rather than
beneficiaries. However, the fact remains
that the REU does not do these things
even though it recognizes that this
approach has generally been more
successful. It appears that the REU has
not succeeded in convincing authorities
that cost-sharing is appropriate.

The “Giordano DellAmore” Foundation with financing from
the Municipality of Milan developed a hands-on participatory
BDS training program for people starting new businesses or
expanding existing business in collaboration with the
Municipality of Asmara. The first course for new start-ups
was held two nights a week and Saturdays for a total of 100
hours over 8 weeks. Participants were introduced to basic
book keeping and learned to: do a basic market survey,
identify a product or service, customer needs, competition,
estimate costs, pricing, potential profits and capital
requirements, identify market size and location, prepare
simple profit and loss statements and cash flow plan. They
were introduced to licensing/taxation procedures and
business regulations, and bank loan requirements. TOT was
provided by an international training expert and an
international business specialist. Trainers included two
University of Asmara lecturers and an experienced business
consultant. Only this first class has been held to date. A
second class is intended to serve experienced entrepreneurs
and a third to perfect business plans to the point of formal
public presentation.

This is the type of BDS activity that the Assessment Team
believes the REU should be offering (and perhaps will
through the ILO modules), rather than preparing loan
packages for entrepreneurs who often don’t understand
them. The target audience should be expanded to include
consultants who will offer BDS services to entrepreneurs.
This program was offered for free, but the REU should
consider targeting a 15 to 20 percent cost sharing on the part
of the clients. Clients should be offered a money-back
guarantee that they will achieve the skills necessary to
prepare a basic business plan. Unfortunately, basic literacy
and numeracy is a pre-requisite.

C. Agricultural Business Center (ABC) Functions

Much of the REU program in the original ACDI/VOCA proposal was focused on conducting
subsector studies, developing marketing strategies for individual commodities or subsectors,
organizing visits to assess potential markets and make market contacts or invite potential
importers to visit potential suppliersin Eritrea, and facilitating the development of technologies
important to improving productivity in specific subsectors. These are the types of functions
referred to herein as Agricultural Business Center (ABC) functions. These fall under what the
REU refersto as technical assistance, direct assistance and techno-direct assistance projects. The
REU has chosen to concentrate its efforts on the poultry and horticulture subsectors.

The poultry subsector activity will provide workshops to help existing and potential poultry
entrepreneurs develop poultry farm management practices and skills. It will also entertain the
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possibility of providing direct assistance to facilitate provision of services and products along the
supply chain that may contribute to the improved functioning and efficiency of the subsector.
The concentration on the improved functioning and efficiency of the entire supply chain appears
appropriate, but most of the activities seem to be production focused. It would seem to be equally
important to increase demand for poultry and poultry sector products and improve marketing
strategies for participants throughout the subsector. One crucial aspect of a subsector approach is
to bring participants from throughout the subsector (input suppliers, backyard producers,
commercial producers, retailers, wholesalers, etc.) together to determine how they can help meet
each other’ s needs. This would be an important step in identifying a market-demand approach
rather than continuing to focus only on the supply side.

Much of the present poultry supply comes from backyard poultry production activities
dominated by women. Many women'’s and poverty alleviation programs have supported these
activities. There is aneed to integrate these backyard poultry producers into the subsector
strategy and help them organize producers associations that can be effective participants and
stakeholders in the subsector.

The horticulture activity appears to be similarly focused on the production aspects of fruit and
vegetables subsectors. Again it would seem to be equally important to focus on demand for
vegetables and fruit. There is demand in the towns and Asmara urban area. Asmara also hasan
expanded expatriate community that demands high quality produce, which provides a domestic
market for high-value niche products. Such high value niche products may also find a market in
the Saudi market, if Eritrea can compete in quality and price with produce from Europe and the
US. Saudi Arabia has become a significant producer and exporter of some fruits and vegetables.
Top quality produce frequently sells for less in Jeddah than the price of ungraded produce in
Asmara. Competition from other countries in the region is stiff. Eritrean fruit and vegetable
producers can use the experience of supplying local high-value niche markets to prepare for
competition in the Saudi and European markets. Producers must also be cognizant of the
standards of these markets, not only in terms of quality and pesticide residues, but also in terms
of the social responsibility and environmental standards that many retailers and brand name
suppliers require.

It would also seem appropriate to do subsector studies of the poultry and horticultural sectors, if
those are the sectors where activities will be focused. A good subsector study would help identify
constraints in the subsector, elements of a potential strategy to improve the effective and cost-
efficient production and flow of products throughout the entire supply chain, and identify
appropriate markets for the subsector’ s products. It would provide a focus for discussion among
stakeholders in the subsector. The subsector study would also provide most of the information
needed for the business plans and feasibility studies of individual enterprises. In Eritrea under
present conditions, it is probably impractical to expect that many individual enterprises can
conduct a detailed marketing study. The CBER and REU have continually complained about the
lack of marketing information and strategy in the feasibility studies of loan candidates. Subsector
studies provide a means for the REU to provide subsector specific marketing information as a
public good and help improve enterprise loan packaging in a manner that is much more cost-
efficient than trying to do it for an individual enterprise. These subsector studies would also
provide a baseline that would allow the REU with relatively little effort to maintain database on
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prices of target products in relevant markets, for example, by updating domestic market prices
with limited surveys and international markets via the internet.

Attempts to date to implement subsector studies and enterprise feasibility studies with Eritrean
consultants have had limited success. Eritrean consultants typically have little knowledge of or
experience with the marketing side of the subsector, and particularly with international markets.
Recent efforts to implement studies in the Fisheries and Construction subsectors have not been
very successful and demonstrated alack of understanding of the private sector business services
industry. While the REU requested that consulting firms/consultants participate in the process, it
requested that they participate on afull-time basis for four weeks without salary, suggesting that
the exercise was aform of training for private consultants. The study team included personnel of
the REU and other appropriate government agencies (who of course retained their normal
salaries). Several consulting groups sent junior staff for the educational experience, but no senior
consultants, who typically had revenue generating opportunities during the exercise, participated.
While senior consultants reportedly would be willing to atend a short workshop to learn the
REU requirements and how to use REU guidelines for the conduct of such a subsector study,
most cannot afford to go a month without salary income nor do they see any reason to do so.

The exercise had an additional negative demonstration effect: if the REU intends to treat the
private sector as unpaid labor as was the case in this exercise, then there is little reason for
private sector consultants to have any interest in participating in REU studies and other activities.

The fisheries subsector study is more of a production project proposal than a subsector study. It
does not address stakehol ders throughout the subsector, but only the needs of afishing
cooperative. It accepts that most marketing will be done by “distribution companies’ such as
ERIFISH and EMPC/LEDA, but does not include them in targeted activities. Neither does the
study attempt to identify what these distribution companies might need to improve their outlets
and increase the sale and average price of seafood products provided by the artisanal fishers. The
approach sets up the distribution companies as a constraint to be overcome, rather than as
stakeholders and participants in the subsector that might possibly have alot to contribute to the
improvement of the subsector. One of the strengths normally attributed to a subsector approach
isthe effort to expand demand and the volume of products flowing through the supply chain. It
would be more productive to include distribution companies like ERIFISH and EMPC/LEDA
among subsector stakeholders, and see what can be done to increase their sales, which will in
turn provide demand for the artisanal fishers. The fishersin turn, should be seen as providing
demand for the input suppliers, who are also a necessary part of the subsector.

The project (Dahlak Artisanal Fishery Development Project) proposes a $1.6 million EIF loan to
the Semhar Fishing Cooperative Society (SFCS) to modernize fishing equipment and upgrade
capacity, and atotal investment by the REIP/REU of $2.7 million. It proposes exploring
potential markets for the products, only after the investment has been made. The proposed EIF
loan is far above the present maximum for a single enterprise, and would in fact take most of the
funds remaining in the EIF. The study also reports that a previous credit scheme with asimilar
purpose was afailure and only 16 percent of the loan was repaid. There does not seem to be any
analysis of thisfailure or how the new project would avoid similar problems.
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The project, once established, is expected to facilitate establishment of a fish-marketing office
that will “assist coop members with the marketing circuit”. But as mentioned above, it fails to
include those companies providing marketing services as stakeholders and participants in the
project or to assess market potential prior to the $2.7 million investment. Given the lack of
involvement of the marketing and the input supply firms, this does not appear to be atrue
subsector approach. Investing $2.7 million before one finds out if there is a market for the
products the project will produce is arisky proposition, especially when previous credit
interventions in favor of the fishing cooperative resulted in its defaulting on the loans. The
functioning and viability of the fishing cooperative needs to be investigated before any additional
funds are loaned to it.

One of the challenges for the REU isto find ways to do a study of potential markets before
investing. One way is to work with marketing companies like ERIFISH and EMPC/LEDA to
find out what their constraints and opportunities are and to follow up with their contactsin
foreign and domestic markets to see what their constraints and opportunities may be. The same
linkages may help the study find volume and price information that can help develop a better
understanding of market demands and potential. Particularly in foreign markets, great attention
should be paid to the standards required by quality retailers and brand-name suppliers. The
Assessment Team would recommend that investigation of market potential be considered a
crucial component of a subsector study, and something which must be accomplished before a
major investment is made in any project.

Subsector studies may well require a multi-disciplinary approach to address marketing, subsector
structure and institutional constraints, as well as technical production issues. In many cases it
would be appropriate to twin one or several international consultants with one or several Eritrean
consultants to produce the desired results. However, if the REU wants to engage experienced and
professional Eritrean consultants, it must be willing to pay them. The REU should engage
consultants on the basis of contracts with designated performance criteria and incentives, and the
use of atender for each contract should be considered. It should hold workshops to explain the
REU’ s requirements and guidelines for conducting such subsector studies, as well as the
performance criteria and incentives that will be designed into consultant contracts. Training
courses should contract certified consultants as trainers, require 15 to 20 percent cost sharing,
and provide a money-back guarantee that participants will achieve the skills to meet the course
objective. This guarantee will however, require that the participants meet certain minimum
requirements.

D.Project Management Unit (PMU) Functions

The REU has retained many of the functions of a project management unit (PMU), even though
it does occupy a position in the institutional structure which would allow it to exercise oversight
of CBER lending or the management of the EIF. The REU retains the responsibility of preparing
the annual REIP work plan and budget. It also retains the role of monitoring REIP program
implementation, including monitoring if the ECRS and EIF loan activities. It made sense for a
central PMU to serve these monitoring functions for the various project components under its
control and for which it was responsible. But the CBER and EIF are not under the control of the
REU and it isnot in a position in terms of institutional hierarchy to give direction to CBER
personnel or otherwise change the behavior of the CBER.
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Rather, in terms of institutional structure, it would appear that the Advisory Board is now the
actual PMU of the REIP and the REU at this point serves as the (undeclared) secretariat for the
Advisory Board, and monitors the REIP in that capacity. However, it is not evident that this
organizational structure has ever been clarified, that the Advisory Board has been mandated to
function in the role of a PMU, or that the participating institutions understand their relationships
and roles and responsibilities. The monitoring responsibilities certainly give the appearance that
the REU is monitoring, and possibly supervising the REIP credit programs of the CBER. Again
it isthe belief of the Assessment Team that credit monitoring and supervision is a banking
function and should be conducted by the CBER and that the CBER should be providing that
information to the Advisory Board. The Assessment Team believes that clarifying these roles
and responsibilities would be beneficia to the functioning of the REIP and all parties involved.

E. USAID Environmental Regulations

USAID has declined to reimburse the CBER from the EIF fund for one large loan that included
money for pesticides. As a consequence, the CBER has stopped approving new loan applications
to the EIF fund that include pesticides.

USAID environmental regulations typically require mitigation efforts when pesticides are being
used. Such mitigation usually trandlates into requirements that farmers using pesticides
demonstrate that all personnel are properly trained to apply chemicals and have protective
equipment. While this may be reasonable for larger commercial farms that can afford the
equipment and can provide the training, it is particularly hard on smallholders that often do not
have access to such training or equipment.

The application of this USAID environmental policy is having an important negative impact on
efforts to increase production of cereals and other basic food staplesin Eritrea, and thus, on the
aready difficult task of improving food security. Most able-bodied laborers are in the military
and labor shortages are the greatest constraint to food production after water shortages.
Herbicides substitute for a portion of this labor and help increase food production. Extension
services are poorly organized, understaffed and not readily available to farmers. The protective
equipment is also not readily available.

Eritrearequires international food aid to supply approximately one half of its food needs. The US
government is the magjor source of such food aid. Improving environmental performance and
avoiding death or health problems related to pesticide exposure is necessary and an appropriate
objective. However, USAID needs to find ways to pursue this objective that does not result in a
blanket prohibition on the purchase of pesticides under the agricultural credit program.

F. REU Findings and Conclusions

1. Thedecision to not allow ACDI/VOCA to staff the REU to serve as the project
management unit for the REIP has had negative implications for the performance of the
REU and the REIP as a whole. Coordination of the three components of the REIP has
been poor and the expected synergies have not been generated.
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2. The REU would benefit significantly from the expertise available through increased use
of short- and long-term technical assistance, particularly given the difficulty in
attracting and keeping highly qualified personnel under present conditions in Eritrea.
Extensive capacity building is still required, particularly to provide or facilitate TOT to
potential service providersin the private sector. The REU demonstrates a public sector
bias and problems in soliciting private sector participation appear to reflect a poor
understanding of the private sector.

3.  The present system of processing loans is not efficient and leads to long delays. The
CBER doesn’'t accept REU recommendations and this leads to processing in multiple
understaffed regiona and national offices. The REU should leave |oan processing to the
CBER.

4. The REU’s processing of loan applications results in the release of loan funds, but often
does not train entrepreneurs to develop better and more bankable businesses. As an
approach to providing business development services it has been neither effective nor
efficient, and has done little to build BDS capacity in the economy. The provision of
BDS has proven more effective when it is driven by demand from entrepreneurs who
are seeking to start or improve their businesses.

5. Poultry and horticulture are among agricultural subsectors with potential for significant
economic growth, as well as contributing to food security, poverty aleviation
(household income and employment) and opportunities for women to improve their
economic status. However, the planned poultry and horticulture subsector activities
appear to be largely focused on the production side, even though experience indicates
that the primary benefits of a subsector approach stem from being demand-driven.

6. The REU and CBER both complain that business plans and feasibility studies of loan
applicants are weak, particularly with regard to a marketing strategy and market
information. But the project which resulted from the REU’ s fisheries subsector study,
The Dahlak Artisanal Fishery Development Project, is also weak on marketing. It fails
to address the constraints and opportunities of the input supply organizations or existing
seafood marketing firms, and only proposes some marketing interventions after the
investment is made.

7. With the elimination of the ACDI project office, the Advisory Board was left as the
only party within the REIP with the institutional position and power to make and
enforce decisions, including those regarding implementation. The REU retains many of
the functions of a PMU, but does so as the defacto, but never formalized, secretariat of
the Advisory Board. The institutional structure, the REU’ s lack of institutional status
and its lack of capacity does not alow it, as presently constituted, to serve as an
effective PMU. The REIP would benefit greatly from a clarification of the roles and
responsibilities of all partiesinvolved and the establishment of an effective PMU.

8.  USAID needsto find ways to pursue improved environmental, health and safety
objectives in amanner that does not result in a blanket prohibition on the purchase of
pesticides under the agricultural credit program.

G. REU Recommendations

1. TheREU should consider using more expatriate technical assistance to help train staff,
and provide services which the staff does not yet have to capacity to provide at a
professional level. USAID should consider placing qualified expatriate staff in the REU
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to develop its capacity to facilitate the delivery of business devel opment services
(training for consultants and entrepreneurs) and agricultural business services
(subsector studies and the developing a basis to provide market and marketing
information).

2.  The REU should withdraw from preparing CBER loan applications, providing loan
analysis, and loan supervision. These are banking functions and should be done by the
CBER. However, this withdrawal should be coordinated with the CBER to alow it time
to increase its own loan processing capacity.

3. The REU should transition to training entrepreneurs and service providers to prepare
business plans and strategies to start-up, improve or expand enterprises rather than
preparing business plans for the entrepreneurs. This training should